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Introduction

Many traditional aspects of indirect automobile lending have
changed in recent years. The captive finance companies of
automobile manufacturers have made the auto lending business
more difficult for credit unions. In an effort to compete for
automobile loans, many credit unions have tried to match the
financial concessions of competitors by relaxing underwriting
standards and cutting corners on processes and procedures. As
a result some credit unions are operating in the highly
competitive market with weak controls and lax loan
underwriting programs, with predictable consequences. Further,
it should also be noted that even credit unions with stronger
programs are susceptible to diminishing collateral values and
increased risk as loan terms are extended over longer periods.

Traditionally, the Department and credit unions have relied on
a delinquency-based approach to evaluate automobile loan
portfolios. This approach has served regulators and credit
unions well in the past, but recent automobile financing
trends require a more in-depth analysis when 1loan and
collateral values are not correlated, vehicles are financed
multiple times, or losses are deferred and embedded in loan
balances.

This guidance reminds credit unions of certain aspects in the
process that should be followed to prudently manage the risks
associated with indirect loans. While there are benefits to a
well-run indirect lending program, an improperly managed or
loosely controlled program can quickly lead to unintended risk
exposure. It takes proper planning and adequate controls and
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monitoring to make this type of program profitable and a
productive activity for serving credit union members.

Background

Credit unions develop indirect automobile lending programs by
establishing relationships with automobile dealers. Credit
unions define the type of borrower and loan they will accept
by providing dealers with underwriting and interest rate
guidelines. In many cases, a dealership gathers credit
information from prospective buyers, completes 1loan
applications, and forwards the documents to the credit union
for approval. Historically, automobile financing has been
perceived as a lower-risk form of lending, with risk spread
among a large volume of smaller-balance, collateralized loans.
Recent instances of weak indirect automobile lending programs,
however, have indicated insufficient collateral values and
marginal or deficient borrower repayment capacity, resulting
in substantial financial consequences for the credit union.

Some evidence suggests that increased competition 1is
negatively influencing indirect automobile lending programs.
Heightened competition has prompted credit unions to offer
lower interest rates, lengthen amortization periods, and scale
down payment requirements. In some cases, competition has
prompted credit unions to grant lending authority to the
dealer in order to expedite the approval process for loans
that fall within credit union-approved guidelines. Credit
unions sometimes have extended their risk selection standards
to enable them to finance lower credit quality accounts, often
referred to as subprime loans. Today'’s indirect automobile
lending practices represent unique challenges to credit unions
and the Department.

Types of Programs

In today’s marketplace, there are generally two types of
automobile programs which are being utilized by credit unions.



The first and most prevalent is a point of sale (indirect)
relationship where the dealership provides loan application
documentation, allowing the credit union to underwrite and
decision the credit worthiness of the prospective borrower. If
the prospective borrower qualifies for membership and an
extension of credit, the borrower contracts directly with the
dealership for the purchase of the automobile and subsequently
the dealer assigns the resulting retail installment contract
(indirect loan) to the credit union. Normally an indirect
program is evidenced by a contractual relationship between the
credit union and the participating dealership. The second
program is less formal and is typically referred to as a
“dealer referral program”. As part of a referral program, the
dealer may send the prospective borrowers directly to the
credit union. The credit union may then qualify the borrowers
for membership, and underwrite and decision the extension of
credit utilizing the credit union’s internal loan standards.
Regardless of the type of program, a credit union must be
careful not to get lulled into a false sense of responsibility
to approve loans. Ineffective underwriting and weak decision-
making may result in high delinquencies and potentially larger
charge-offs for the credit union. Under either program, if the
loan losses become excessive, it can place the safety and
soundness of the credit union and its future viability at
risk.

Additional Scrutiny

Credit unions must recognize the additional risk inherent in
today’s indirect lending and determine if these risks are
acceptable and controllable given the credit union’s staff,
financial condition, size, and level of net worth. Credit
unions that engage in indirect lending in any significant way
should have board-approved policies and procedures, as well as
internal controls that identify, measure, monitor, and control
these additional risks. The initial development of a sound
indirect program includes a documented analysis of existing



programs within the local marketplace. The analysis should
include dealer reserve structures (i.e. flat fees, rate mark-
up Llimitations, etc.); maximum Lloan maturities based on
amounts financed; minimum credit scores allowed; maximum
limits for “add-on” products; loan to value limits; and the
basis for collateral valuation (NADA trade, retail, etc.).
This analysis should provide the credit union with the basic
framework to develop its indirect program limits. As part of
the ongoing due diligence process for any indirect program,
this type of analysis should continue on a regular basis
throughout the 1life of the program. Another pertinent
consideration during the implementation phase of the program
is whether the credit union’s program will be geared toward
franchise or non-franchise dealers, or a mixture of both.
Generally speaking, non-franchise dealers may not possess the
same level of financial stability as franchise dealers, and
may not have the same quality of internal control processes in
place. In some instances, this could elevate the potential for
fraudulent transactions. Credit unions that engage in a small
volume of indirect 1lending should have systems in place
commensurate with their level of risk. Credit unions with
existing indirect lending programs should carefully consider
whether their program meets the following guidelines and
should implement corrective measures for any area that falls
short of these minimum standards.

The Department recognizes each credit union has its own
individual risk profile and tolerance levels. However, as part
of its ongoing supervisory monitoring processes, the
Department will use certain criteria to identify credit unions
that are potentially exposed to significant indirect lending
risk. A credit union that has experienced rapid growth in
indirect lending, has notable exposure to a particular credit
risk category, or is approaching or exceeds the following
supervisory criteria may be identified for further supervisory
analysis to assess the nature and risk posed by the indirect
lending program:



e Total reported indirect loans represent 250 percent or more
of the credit union’s net worth; or

e Total reported indirect loans represent 25 percent or more
of the credit union’s aggregate loan portfolio.

Field of Membership

As indicated by Section 122.253 of the Finance Code, credit
unions may only make loans to its members, and, as such,
borrowers in an indirect loan program must meet the field of
membership requirements included in the credit union’s bylaws
and must become members of the credit union. Before
underwriting and making a decision on a potential extension of
credit, a credit union should ensure the dealership provides
adequate documentation to confirm whether the prospective
borrower qualifies for membership. Evidence of the prospective
borrower opening a credit union membership account must be
retained, along with all other pertinent documentation.
Further, a credit union must obtain all necessary information
and follow all procedures for opening accounts as required
under applicable law, including the Bank Secrecy Act, as
amended by the USA PATRIOT Act, its implementing regulations,
and any directives that may be issued. These requirements are
in addition to the documents and disclosures required to be
given or completed in conjunction with the extension of
credit.

Risk Management

Prior to engaging in an indirect automobile lending program,
the board and senior management of the credit union should
ensure that proposed activities are consistent with the credit
union’s overall business strategy and risk tolerances, and
that the credit union has properly acknowledged and addressed
critical business risk issues. These issues include the costs
associated with attracting and retaining qualified personnel,
investments in the technology necessary to manage a more



complex portfolio, a clear origination strategy that allows
for after-the-fact assessment of underwriting performance, and
the establishment of appropriate feedback and control systems.
The risk assessment process should extend beyond credit risk
and appropriately incorporate operating, compliance, and legal
risks. Finally, the planning process should set clear
objectives for performance, including the identification and
segmentation of target borrowers, and performance expectations
and benchmarks for each segment and the portfolio as a whole.
Credit unions establishing an indirect lending program should
proceed slowly and cautiously into this activity to minimize
the impact of unforeseen personnel, technology, or internal
control problems and to determine if initial profitability
estimates are realistic and sustainable.

Staff Expertise

Indirect lending programs require specialized knowledge and
skills that some credit unions may not possess. Account
originations and collection strategies and techniques often
differ from those employed for existing members; thus it may
not be sufficient to have the same lending staff responsible
for both indirect loans and other 1loans. Additionally,
servicing and collecting indirect loans can be more labor
intensive. If necessary, the credit union should implement
programs to train staff. The board should ensure that staff
possesses sufficient expertise to appropriately manage the
risk in indirect lending and that staffing levels are adequate
for the planned volume of indirect activity. Seasoning of
staff and loans should be taken into account as performance is
assessed over time.

Dealer Due Diligence Review Process

Credit unions should perform a thorough due diligence review
of any participating dealer prior to purchasing an indirect
loan. Credit unions should not accept indirect loans from



dealers that do not meet their underwriting criteria, and
should regularly review whether the prospective borrowers
being offered by a dealership meet the established criteria.
Deterioration in the quality of indirect loans or in the
portfolio’s actual performance versus expectations requires a
thorough reevaluation of the dealers who originated the loans,
as well as reevaluation and adjustments of the credit union’s
criteria for underwriting indirect 1loans and selecting
dealers. Any such deterioration may also highlight the need to
modify or terminate the correspondent relationship.

Loan Underwriting and Administration
Procedures

After the indirect loan 1is purchased, loan administration
procedures should provide for the diligent monitoring of loan
performance and establish sound collection efforts. To
minimize 1loan 1losses, successful 1indirect 1lenders have
historically employed stronger collection efforts such as
calling delinquent borrowers frequently, assigning more
experienced collection personnel to seriously delinquent
accounts, moving quickly to repossess collateral, and allowing
few loan extensions. This aspect of indirect lending is labor
intensive but critical to the program’s success. To a large
extent, the cost of such efforts can represent a tradeoff
relative to future loss expectations when a credit union
analyzes the profitability of indirect lending and assesses
its appetite to expand or continue this line of business.

Credit unions should keep in mind that a large percentage of
the borrowers in an indirect lending program may be new
members to the credit union. These new members may not possess
the same level of loyalty to the credit union as other
segments of the existing membership. As a result, the
collection efforts may need to be modified to begin contact
earlier with the indirect loans than with other segments of
the loan portfolio.



The credit union should be cautious about using different
types of credit scores to qualify indirect borrowers than 1is
used for existing borrowing members. The use of alternative
credit scores, such as "“auto enhanced,” can place more
emphasis on the repayment of certain loans in comparison to
other outstanding debt obligations and the scoring model may
provide a higher credit score than a standard credit bureau
score. In addition to potentially increasing credit risk, the
lack of consistency between the use of different types of
credit scores can create discrepancies in the analysis of the
credit quality of the entire loan portfolio.

Loan Review and Monitoring

Once indirect loans are booked, credit unions must perform an
ongoing analysis of these loans, not only on an aggregate
basis but also for sub-categories. Monitoring performance for
the entire indirect loan portfolio as well as by dealer is a
critical factor to ensure the success of an indirect program.
This monitoring may include the tracking of both early stage
(i.e. 15 to 29 days; 30 to 59 days) and reportable
delinquencies (60+ days), by dealer and credit score
categories for each dealer. Additionally, the tracking of loan
losses by dealer (broken down by credit risk categories) 1is a
strong monitoring process. Credit wunions should have
information systems in place to segment and stratify their
indirect portfolio (e.g., by dealer, loan-to-value, credit
scores) and produce reports for the credit union to evaluate
the performance of the indirect loan portfolio. In addition,
comparison of the indirect segment relative to the credit
union’s total loan portfolio and other loan segments (i.e.
direct auto loans) can provide the credit union valuable
insight as to the performance trends of the indirect program.
The review process should focus on whether performance meets
expectations. Credit unions then need to consider the source
and characteristics of indirect loans that do not meet
expectations and make changes in their underwriting policies



and loan administration procedures to restore performance to
acceptable levels.

When evaluating actual performance against expectations, it is
particularly important that the credit union review credit
scoring, pricing and the adequacy of the Allowance for Loan
and Lease Losses (ALLL). ALLL adequacy driven by the volume
and severity of historical losses experienced during good
economic times may have little relevance in an economic
slowdown.

Reevaluation

Credit unions should periodically evaluate whether the
indirect lending program has met profitability, risk, and
performance goals. Whenever the program falls short of
original objectives, an analysis should be performed to
determine the cause and the program should be modified
appropriately. If the program falls short of the credit
union’s expectations, the board and senior management should
consider terminating it. Questions that the board and senior
management need to ask may include:

* Have cost and revenue projections been met?

* Have projected loss estimates been accurate?

* Were the risks inherent to indirect 1lending properly
identified, measured, monitored, and controlled?

e Has the program met the credit needs of the members that it
was designed to address?

Compliance Considerations

Indirect automobile lending can also expose credit unions to
compliance risk, particularly related to fair lending and
unfair and deceptive practices. It is important to determine
whether a credit union is considered a creditor and whether an
agency relationship exists with the dealer. A creditor 1is
defined by Regulation B. There can be multiple creditors in a



single credit transaction. In indirect automobile 1lending
there are usually at least two: the credit union and the
dealer.

A credit union buying dealer paper (i.e., loans that have
already been made) that did not influence and was not involved
in the credit decision in any manner 1s not considered a
creditor under Regulation B. However, a credit union that
either influenced or was involved in the credit decision is
considered a creditor and is subject to all fair lending
regulations. It is also essential to determine the nature of
the relationship between a credit union and an automobile
dealer. Credit wunions are directly responsible for any
discriminatory pricing or other discriminatory decisions made
by a dealer acting as an agent of the credit union.

Credit unions should also monitor automobile lending programs
for any evidence of unfair or deceptive conduct. Such conduct
may arise through sales practices as well as through the
financing and repossession process. Credit unions should
consider incorporating a post audit process where the credit
union contacts new borrowers (randomly, by dealership) to
confirm a few key elements (i.e. term, rate, collateral
including make and model, etc.) of the indirect loan to ensure
there is no evidence of unfair or deceptive conduct.

Summary

Competition in the automobile lending market has increased
significantly in recent years and is not expected to diminish
in the near future. The results are thinning collateral and
smaller net interest margins. The potential for heightened
risk to credit unions in the areas of compliance, and safety
and soundness, can be mitigated only through prudent lending
policies and procedures, adequate internal controls, and
strong oversight.



